
STATE OF NEI./ YORK

STATE TN( COMI'fiSSION

In the Matter of the Petition
o f

State Farm Mutual Automobile Insurance Co.

for Redetermination of a Deficiency or Revision
of a Determination or Refund of Franchise Tax on
Insurance Corporat ions under Art ic le 27 & 33 of
the Tax law for the Year 7977.

ATTIDAVIT OF }IAILINC

State of New York ]
ss .  :

County of Albany ]

David Parchuck, being duly sworn, deposes and says that he is an employee
of the State Tax Commission, that he is over 18 years of age, and that on the
31st day of January, L984, he served the within notice of Decision by cert i f ied
mail upon State Farm Mutual Automobile Insurance C, the petitioner in the
within proceeding, by enclosing a true copy thereof in a securely sealed
postpaid wrapper addressed as fol lows:

State Farm Mutual Automobile fnsurance Co.
c/o David L. Buchanan
One State Farm Plaza
Bloomington, IL 6770L

and by depositing same enclosed in a postpaid properly addressed wrapper in a
post office under the exclusiye care and custody of the United States Postal
Service within the State of New York.

That deponent further says that the said addressee is the petitioner
herein and that the address set forth on said wrapper is the last known address
of the petit ioner.

Sworn to before me this
31st  day of  January,  1984.



STATE OF NEW YORK
STATE TAX COMMISSION

ALBANY, NEW YORK 12227

January 31, 7984

State Farm Mutual Automobile Insurance Co.
c/o David L. Buchanan
One State tr'arn Plaza
Bloomington, It  61701

Gentlenen:

Please take notice of the Decision of the State Tax Conmission enclosed
herewith.

You have now exhausted your right of review at the administrative level.
Pursuant to section(s) 1090 & 1519 of the Tax Law, a proceeding in court to
review an adverse decision by the State Tax Conmission may be instituted only
under Article 78 of the Civil Practice Law and Rules, and must be commenced in
the Supreme Court of the State of New York, Albany County, within 4 months from
the date of this notice.

Inquiries concerning the computation of tax due or refund allowed in accordance
with this decision may be addressed to:

NYS Dept. Taxation and Finance
Lar+ Bureau - Litigation Unit
Building lf9, State Campus
A1bahy, New York L2227
Phone ll (518) 457-2070

Very truly yours,

STATE TAX COUMISSION

cc: Taxing Bureaurs Representative



STATE OF NEI{ YORK

STATE TAX COMMISSION

In the Matter of the Petit ion

o f

STATE FARM MUTUAT AUTOMOBIIE INST]RANCE

for Redetermination of a Deficiency or
Refund of Franchise Tax on Insurance
Corporations under Art icles 27 and 33
Tax law for the Year 1977.

COI{PANY

for

of the

DECISION

Petitioner, State Farm Mutual Automobile Insurance Company, One State Farn

PLaza, Bloomington, I l l inois 61701, f i led a petit ion for redetermination of a

deficiency or for refund of franchise tax on insurance corporations under

Articles 27 and, 33 of rhe Tax Law for rhe year 1977 (File No. 294s6).

0n August 18, 198L, petit ioner waived a formal hearing and consented, in

writ ing, to submission of this matter to the State Tax commission.

Petitioner and the Audit Division, by their attorneys, David L. Buchanan,

Assistant Tax Counsel, and Paul A. Lefebvre, Esq., respectively, executed an

Agreed Statement of Facts, which is incorporated into and made a part of this

decis  ion.

rssuEs
I .  lr lhether the port ion of petit ioner's 7972 underwrit ing income deferred

for purposes of federal income taxation by the operation of Internal Revenue

Code sect ion 824(a)(1)  and inc luded in  pet i t ioner 's  1977 federa l  taxable incone

by the operation of Internal Revenue Code section 824(d)(1) (D) must be included

in petit ioner's 1977 entire net income for purposes of the franchise tax on

insurance corporations.

II.  Whether petit ioner's request for leave to amend its petit ion should be

granted.
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III .  I f  so, whether salvage and subrogation proceeds relating to petit ioner's

pre-L974 losses incurred deduction and included in petit ionert s !977 federal

taxable income must be included in petit ionerts 1977 entire net income for

purposes of the franchise tax on insurance corporations.

FINDINGS OF FACT

1. Petit ioner, State Farm l{utual Automobile Insurance Conpany (ttState

Farmtt), is a mutual insurance company incorporated in I l l inois on March 29,

L922, which began business in New York on December 28, 1951.

2. 0n or about March 9, 1978, State Farm fi led with the Audit Division an

Application for 3-Month Extension for Fi l ing Tax Return for the yeax 1977.

0n or about June 12, 1978, State Farrn f i led with the Internal Revenue

Service an Application for Addit ional Extension of Time to Fi le Corporation

Income Tax Return to September 15, 7978, which application vras granted by the

Serv ice on Ju ly  12,  7978.

3. 0n or about September 14, 7978, State Fann f i led i ts New York Franchise

Tax Return for rnsurance corporations (Form cr-33) for the year 1977.

4. In I972 petit ioner deferred $51 ,067,022.00 of underwrit ing incone

pursuant to Internal Revenue Code section 824(a)(1). This is reflected in

Schedule B-3 of petit ionert s 1972 federal Mutual Insurance Company Income Tax

Return (Form 1120M).

5. In L972 petit ioner paid a franchise tax on premiums pursuant to forner

section 187 of the Tax Law (repealed 1974) for the privi lege of carrying on

business within New York.

6, Petit ionetts L977 federal taxable income as reported on federal Form

1120M was  $332 ,828 ,036 .00 .
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For 1977 State Farm included in i ts federal taxable incone $291861,098.00

representing the portion of the underwriting incone earned and deferrcd in 7972

which was required to be brought back into income by Internal Revenue Code

sect ion 824(d)(1) .  This  amount  is  shown on l ine 3,  page I  o f  pet i t ioner 's  1977

Form 1120M. Petit ioner subtracted this amount of $29,861r098.00 from its

federal taxable income for 7977 to calculate New York entire net income pursuant

to Tax Law section 1503. This computation is reflected in the difference

between L977 fed,eral taxable income of $332 18281036.00 as reported on line 6,

page 1 of tr'orm 1120M and the amouht of $302 19661938.00 reported on Line 24,

Schedule B (Computation of Tax and Allocation of Entire Net Income) of petit ionerfs

L977 Eom CT-33. The difference was revealed by petit ioner in Schedule 6

captioned, I 'Exhibit Supporting Form CT-33, Page 2, Schedule B, Item 1rr attached

to i ts  1977 Form CT-33.

7. 0n Apri l  15, 1980, the Audit Division issued to State Farn a Notice of

Deficiency, assert ing addit ional taxes due under Art icle 33 for the year 1977

in the amount of $42,615.71, plus interest. The Audit Division included the

$29,861,098.00 of  In ternal  Revenue Code sect ion 824(d)(1)(D)  income in  pet i t ioner ls

entire net income and recomputed petit ionerts tax l iabi l i ty. 
r

8. 0n or about l{ay 23, 1980, State Fann f i led a petit ion in protest of

the aforementioned deficiency.

9. The various insurance contracts State Farm writes provide that petit ionej

has the right to any salvage and subrogation with respect to any claims that it

pays. For petit ioner, as well as other casualty insurance companies, salvage

consists of amounts recouped by the insurance company fron the sale of damaged

property to which it  has taken t i t le as a result of paying claims. Subrogation

represents amounts that a casualty insurance conpany recovers from third
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part ies who are ult imately found to be legally responsible for claims it  has

paid. At al l  t imes, petit ioner reported its salvage and subrogation using the

cash receipts and disbursements method of accounting. Under this method,

petitioner did not recognize any income from salvage or subrogation at the

tirnes its salvage or subrogation rights arose. Instead, and in accordance with

applicable state law and procedures prescribed by the National Association of

Insurance Conunissioners, petit ioner deferred recognit ion of income unti l  actual

receipt of salvage and subrogation proceeds. Thus, each year petit ioner

reduced its deduction for losses incurred by cash collections from salvage and

subrogation during the year.

10. Pet. i t ioner is required to calculate federal taxable income and the

Iosses incurred deduction without estimating salvage and subrogation recoverable

in accordance wi th  Cont inenta l  Insurance Co.  v .  Uni ted States,  474F.2d 661,

73 -1  U .S .T .C .119234  (C t .  C l .  1973 )  and  Revenue  Ru l i ng  76 -487 ,7976 -2  C .8 .210 .

Since the New York franchise tax imposed before January 1, 1974 was not based

on federal taxable income but rather on direct written premiums under former

section 187 of the Tax Law, the losses incurred deduction did not affect the

amount of franchise tax petit ioner paid in the years prior to L974. In 1977

petit ioner received various salvage and subrogation proceeds with respect to

i ts  pre-1974 losses incurred deduct ion which to ta led $3,322,927.00.  These

proceeds decreased petit ionerts losses incurred deduction under Internal

Revenue Code section 832(b)(5) and accordingly increased petit ioner's federal

taxable income in L977. Petit ioner did not reduce its federal taxable incone

by the $31322rg27.00 of salvage and subrogation in calculal ing New York entire

net income in 7977. If entire net income had not included the aforenentioned

collected salvage and subrogation, entire net incone would have been reduced,
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and the franchise Lax as reported and paid by petit ioner would be reduced

$4 ,822 .0A  .

11. 0n or about July 24, 1981, State Farm fi led with the State Tax Cormission

a request for leave to amend its petition and an amendrnent to its petition,

seeking refund of the sum of $4,822.00 plus interest for the year L977. Since

petit ioner did not receive a tax benefit  from the losses incurred deduction for

the years prior to 1974 for purposes of the New York franchise tax, petit ioner

claimed that the salvage and subrogation received in 1.977 should not have been

included in i ts 1977 entire net income.

12. After audit of petit ioner's Report of Premiums for 1977 and 1978, the

New York State Insurance Department deterrnined that Schedule E, line 56 (Computation

of Allocation Percentage, Total premiums) of petit ionerts 1977 franchise tax

repor t  should be increased f rom $4,049 1304rn| .A0 to  $4,058,7781663.00,  thereby

decreasing pet i t ioner 's  a l locat ion percentage.

CONCIUSIONS OF IAW

A. That mutual insurance company taxable income is defined by section

821(b) of the Internal Revenue Code as the amount by which the sun of (A) the

taxable investment incone, (B) the statutory underwriting income and (C) the

amounts required by section 824(d) to be subtracted from the protection against

loss account exceeds the sum of (A) the investment loss, (B) the statutory

underwrit ing loss and (C) the unused loss deduction.

B. That in determining statutory underwrit ing income, section 82a(a)(1)

of the Internal Revenue Code permits a deduction from underwriting incone equal

t,o the sun of (A) 1 percent of losses incurred during the taxable year, uod (n)

25 percent of the underwrit ing gain for the year (plus an addit ional percentage

of underwrit ing gain of concentrated risk companies, not relevant here). An
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amount equal to the amount of said special deduction is required to be added to

the protection against loss account for each taxable year, which account is

available only for the purpose of offsett ing losses. If  the amount has not

been exhausted by the end of the f i f th succeeding taxable year, a certain

port ion thereof must be subtracted from the account and included in taxable

income: "any amount remaining which was added to the account for the fifth

preceding taxable year, minus one-half of the amount rernaining in the account

for such taxable year which was added by reason of section 824(a)(1)(B)

Treas.  Reg.  $1.824 ' I (b) (3)( i ) (d) .  The res idue remains in  the account  but  is

sub jec t  t o  a  ce i l i ng .  T reas .  Reg .  $1 .824 -1 (b ) (3 ) ( i i ) .

For the year at issue, petit ioner included in i ts federal taxable income

$29,861,098.00 as requi red by sect ion 824(d)(1)  o f  the Code,  but  exc luded such

amount from its New York entire net income, as derived from transactions and

insurance contracts entered in years prior to the effective date of Art icle 33.

C. That entire net income is defined for purposes of Art icle 33 as "total

net income from all  sources which shall  be presumably the same as the... mutual

insurance company taxable income... which the taxpayer is required to report to

the United States treasury department, for the taxable year... t t .  Tax Law

sec t i on  f503 (a ) .

D. That under the so-called i l tax benefit i l  rule, as codif ied in the

Internal  Revenue Code (sect ion 111)  and jud ic ia l ly  developed (see,  e .g. r

Dobson v. Commissioner, 320 U.S. 489 (1943), rehearing denied, 321 U.S. 237

(1944) ;  A l ice Phelan Sul l ivan Corp.  v .  Uni ted States,  381 E.2d 399 (Ct .  Cl .

7967)), gross income does not include income attributable to the recovery

during the taxable year of a bad debt, prior tax or delinquency amount, to the

extent such bad debt, prior tax or delinquency amount did not result in a prior
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reduction of the taxpayer's tax. Treasury Regulation section 1.111-1 extends

the rule of exclusion to al l  other losses, expenditures and accruals made the

basis of deductions in prior taxable years, with the exception of depreciation,

depletion, amortization and amortizable bond premiums. Thus, i t  has been held

that where a corporation which availed i tself of deductions for stamp taxes

paid in 1930, obtained a judgment that the taxes had been erroneously assessed

and in 1939 the amount thereof was refunded to it, the corporation was entitled

to the recovery exclusion in the subsequent year. The taxpayer was a menber of

an aff i l iated group of corporations which had f i led a consolidated return in

1930r reflecting a net loss for income tax purposes. Corporation of Arnerica, 4

T.c.  s66 (1e4s) .

It has also been held that taxpayers exernpt from federal taxation at the

time an otherwise deductible expense was incurred are el igible for tax benefit

treatment. For example, where a taxpayer, which was an agricultural marketing

cooperative, derived no federal income tax benefit  from processing and f loor

stock taxes paid in 1934 and 1935 because it was at that time wholly exempt

from federal taxation, refund of such taxes to i t  in 1953 (when it  was subject

to regular corporate taxes) constituted the return of capital and not taxable

income. Cali fornia and Hawaiian Sugar Refining Corp. v. United States, 311

F.2d 235 (Ct .  C1.  1952) .  See a lso l {one Savings and Loan Co. ,  39 T.C.  368

(1e62).

As aforesaid, Ln 1972, State Farm paid New York franchise tax measured by

gross direct premiums and therefore realized no New York tax benefit from the

federal deduction taken pursuant to section 824(a)(1) of the Internal Revenue

Code. Accordingly, the recovery of this deduction in 7977 by operation of Code

section 824(d)(t) Oia not constitute New York entire net income in that year.
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I,lhile nice distinctions might be drawn between the instant case and those

cited above, since petit ioner herein was required by federal statute to add

back the underwriting income in question, they should not be invoked to subject

to Art icle 33 taxation in 1977 underwrit ing income earned prior to the effective

date of  sa id ar t ic le .  Moreover ,  paragraphs (4) ,  (5) ,  (5)  and (7)  o f  sect ion

1503(b) evince a legislat ive intent to adjust entire net income for i tems of

income and loss incurred prior to January 1, 7974.

E. That a petit ion for redetermination of a deficiency nay also raise a

claim for refund for the same taxable year (or years). Tax Law section 1089(b).

The amendnent to State Farm's petition constituted a claim for refund for 1977 ,

founded upon exclusion from entire net income of certain salvage and subrogation

proceeds. The amendment was filed over one year prior to the execution of the

stipulation and the submission of petit ioner's brief, thereby affording the

Audit Division an opportunity to respond to the claim raised in said amendment

by an answer, an answering brief or such other means as it might deen appropriate.

Thus, the amendment did not work to the prejudice of the Audit Division (20

NYCRR 601.6(c) ) ,  and pet i t ioner 's  request  to  amend i ts  p leading is  hereby

granted.

f. That salvage and subrogation proceeds with respect

received by petit ioner in 1977 should be excluded from 1977

in accordance with the rationale of Conclusion of Law ttDtt.

Co rpo ra t i on  ,  72  T .C .  506  (1979) .

to pre-1974 losses

entire net incone

American Financial

G. That the petition of State Farm Mutual Automobile Insurance Company is

hereby grantedl that the Notice of Deficiency issued Apri l  L5, 1980 is cancelled

in fuII;  that petit ioner's claim for refund in the amount of $41822.00 is
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Sranted ;  and tha t  pe t i t ioner 's  a l loca t ion

accordance with Finding of Fact 12.

DATED: Albany, New York

J AN 3 1- 1984

percentage is to be adjusted in

STATE TAX COMUISSION

PRESIDENT


